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Last week Brasilia decided to insist on what it calls a non-conventional approach to restructuring
its huge foreign debt. Although the Brazilian position has not been firmly set, Finance Minister Luis
Carlos Bresser Pereira disclosed Sept. 2 that a principal feature would be the conversion of half of
the country's debt into long-term bonds at a discount of between 25 and 30%. Bresser Pereira, who
was expected to discuss this idea with US Treasury Secretary James A. Baker in Washington on Sept.
8, said the other half would be restructured in a traditional way. He said Brazil expected to obtain
highly favorable terms in negotiations later this month with commercial banks.
Bresser Pereira's visit to Washington is part of his government's effort to make substantive progress
with both official and bank creditors before the annual meeting of the International Monetary Fund
(IMF) on Sept. 26. He and his advisers will visit Europe, Japan and the United States, hoping to
persuade creditors to agree to unconventional proposals that Bresser Pereira described as a "heroic
solution" to the problem of Brazil's $108 billion debt. The minister reiterated that Brazil, which
suspended interest payments to foreign banks in February is not willing to lift the moratorium
or to reach an accord with the International Monetary Fund (IMF) until a deal is concluded with
commercial banks.
Financial experts said that if the broad lines of Brazil's radical proposal were accepted by a
14-bank advisory committee that represents the country's 600 or so creditors, it would mark a
radical departure in debt restructuring in the 5-year-old Latin American debt crisis. Until now,
restructurings have involved stretched-out repayments periods for existing debts and, in some
cases, additional loans. They have invariably been preceded by agreements between debtor nations
and the IMF. And in no case has there been a large-scale conversion of debts into bonds at discount
rates that reflect the real value at which these debts are being traded on secondary markets.
Bresser Pereira said that although Brazil's bond issue is currently being discounted by traders
by as much as 45%, the new paper would be discounted by only 25 to 30%. He said the 35-year
bonds would have a 10-year grace period on repayment of principal, although it was still undecided
whether the discount would operate through reduced interest rates or through discounted nominal
values. The minister did not disclose whether Brazil would maintain its previously announced plan
to seek about $7.3 billion in new credits. One foreign banker, however, noted, "Whether Brazil's
approach is conventional or non- conventional, it will still need new money."
While some officials here believe the banks' anxiety about the moratorium strengthened Brazil's
bargaining position, others noted that Brazil would be holding negotiations abroad at a time of acute
economic and political uncertainty at home. Less than three months after a partial wage and price
freeze was imposed, inflation is once again accelerating, fed in part by the government's failure to
control its huge public-sector deficit. Inflation for August alone exceeded 6%, and many economists
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fear it will reach 10% a month by year-end. At the same time, with a special assembly drafting a new
constitution, there is considerable uncertainty over what kind of political system will be adopted.
The majority Brazilian Democratic Movement Party (PMDB) already is preparing for the next
elections and has so far proved unwilling to endorse the sort of unpopular austerity measures that
many experts believe are necessary to stabilize the economy and curb inflation. A foreign banker
in Brazil told the NEW YORK TIMES (09/03/87) that "Bresser Pereira may have Sarney's support,
but he's losing ground. He can't control the deficit, he can't control inflation and he enjoys little
backing in the party. One gets the impression he's just trying to muddle through until the end of the
year." Sarney noted Sept. 2, though, that Brazil was in no hurry to reach an accord with the banks.
A Brazilian newspaper quoted him as saying, "We reach an agreement involving a suspension of
the moratorium and the resumption of the flow of external resources to Brazil or things stay the way
they are...The Brazilian government is determined to negotiate with good will but without being
rushed."
On Sept. 2, Treasury and Brazilian officials in Washington declined to discuss the details of the
meeting, but the Brazilians said that Baker had suggested it. "This is part of the ongoing discussion
with Brazilian officials on their evolving domestic and external economic situation," a Treasury
spokesman said. According to the NEW YORK TIMES (09/03/87), the unusual timing of the meeting
implies that Baker wants to take the initiative in settling an issue that weighs heavily on the world
economy. Baker meets often with foreign finance officials when they are in town for other business,
such as the World Band and IMF meetings at the end of this month, but rarely on other occasions.
Most large US banks have added billions of dollars to their reserves for loan losses to cover
themselves if developing countries stop their loan payments. As a result, some bankers said they
were in a stronger position to demand tough terms on new loan agreements. "Brazil has built up
a negotiating position that will not get them very far," said a representative of the creditor banks.
"They would totally change the rules of the game." "I smell a confrontation brewing," said a World
Bank officer, who like other officials asked not to be named.
But some officials suspect that Brazil has succeeded in calling the bankers' bluff and will receive
fairly generous terms on a new loan. According to Richard Feinberg, a vice president of the Overseas
Development Council, a Washington- based research organization, "It is now apparent that
falling into arrears is not the end of the world. The banks will not impose stiff sanctions. Brazil has
demonstrated that." In an interview with the WASHINGTON POST (09/04/87), Bresser Pereira said,
"The financial community and authorities in creditor countries need fresh ideas. They must accept
the notion that the muddling-through approach to the debt has failed and that after five years of this
there are eight Latin American countries unable to pay interest."
Regarding the Sept. 23 meeting with commercial creditors in New York, he said, "We're going
to make a professional proposal to the banks before the IMF meeting. They have no reason to be
worried as things will really start happening soon," Bresser Pereira said. Bresser Pereira confirmed
that Brazil would ask the banks for $7.2 billion to make the interest payments through 1988.
The banks will be asked to provide the money at a favorable interest rate, without the markup
customarily applied by the banks to compensate for the risk.
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Bresser Pereira also said Brazil will insist that its accord with the banks not require IMF monitoring
of its economic performance. "We cannot accept that the banks suspend loans just because of a
decision by the IMF," he said. His chief economic adviser, Yoshiaki Nakano, who is attempting
to persuade Japanese creditors to drop their insistence on an IMF agreement, said the four-year
economic plan presented to bankers earlier this summer was the antithesis of Fund orthodoxy. "In
traditional IMF programs domestic growth is considered a bonus only available to the debtor once
it has generated a trade surplus to restart interest payments," Nakano said. "We have inverted all
this by deciding we need 6 to 7% growth and then seeing how much will be left over to pay the
creditors." That is how Brazil calculated its need for $7.2 billion.
On his "heroic solution" to the debt, Bresser Pereira said, "There is a discount in the value of the
debt in secondary markets, in the value of stocks of US banks, and the reserves made by banks also
imply a discount. So everyone knows half the debt is uncollectable. "If the debt is only worth 55% of
its face value, why should we pay all of it?" he continued. "We need to consolidate all the old debt"
and pay off banks with bonds after discounting the loans. The minister suggested that Brazil and the
banks could split the discount between the face and market values of the loans. "Why shouldn't we
keep 30% of the resulting discount for ourselves and hand 15% to the banks?" he said.
On Sept. 4, the WALL STREET JOURNAL (WSJ) quoted finance experts attending a conference in
Vienna as saying that the Brazilian proposal is considered dangerously radical and unacceptable
by creditor banks. On the same day, the JOURNAL OF COMMERCE, dateline Sao Paulo, cited an
international banker who called regulations proposed to transform some debt into investments in
Brazil "absurd."
The WSJ pointed out that if the Brazilian proposal is accepted, Citicorp stands to absorb billions of
dollars in losses from its Brazilian loans, and more as other countries seek similar arrangements. In
more immediate terms, the proposal threatens the issue of $1 billion in stocks that Citicorp plans in
coming weeks. Since February Brazil has not made payments on about $70 billion of its commercial
bank debt. It is possible that the US financial authorities will oblige the banks to reduce the nominal
value of their credits to Brazil. This measure could become effective in October, and it is expected to
be one of the principal themes of Bresser Pereira's talks with Secretary Baker. (Basic data from NEW
YORK TIMES, WASHINGTON POST, AP, 09/03/87, 09/04/87)
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